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SAUDI ARABIA: KEY ECONOMIC INDICATORS 
(in billions of current U.S. dollars) 


Exchange Rate 


1983/84 US $1 = 3.48 
1984/85 US $1 = 3.52 
1985/86 US $1 = 3.65 


Income and Production 
Gross Domestic Product 
--Per Capita GDP ($) 
Non-0il GDP 


Governmént Budget 
, Budgeted. Revenue 


Budgeted Expenditure 
> Actual Revenue 

of which.oil revenues 
Actual Expenditure 
Surplus/Deficit 


Money, Prices 

Money Supply (M3) 

Commercial Bank Reserves 
Government (SAMA) Foreign Assets 
Commercial Bank Foreign Assets 
Consumer Prices (1980=100) 


Balance of Payments and Trade 
Balance of Payments Deficit 
Exports 

To U.S. 
Imports (CIF) 

From U.S. (CIF) 
U.S. Share (%) 


Oil Production 
_Million Barrels p/day 


1984/85 


97 
10,780 
63% 


% 
1985/86 change 


89 
9,889 
60% 
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% 
1986/87 change 
(projected) 


85 
9,440 


37 
22 
47 
-10 
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35 


-4 
-4 


32% 


Principal imports from the U.S.: aircraft and parts, agricultural and 
refrigeration machinery, autos, computers: 


petroleum and products 


Saudi Fiscal Years: 1984/85 
1985/86 
1986/87 


Sources: Official sources (principally the SAMA report), Embassy estimates 
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1986 - March 1, 1987 


Principal exports to the U.S.: 


ECONOMIC TRENDS 
SUMMARY 


Saudi Arabia's recession is affecting both the structure of the local economy 
and the nature of business opportunities for U.S. firms. The GDP decline of 
more than eight percent in 1984/85 has probably been repeated or somewhat 
exceeded in FY 1985/86. Non-oil GDP has begun to fall. Imports fell 28 
percent in 1985. The Government has run a large deficit for the third 
consecutive year, doing so purposely to keep the economy from collapsing in 
the face of reduced oil revenue. Official foreign assets have reportedly 
declined by more than $50 billion over the past three years because of budget 
deficits and private demand for dollars. Profits of businesses and banks have 
fallen, and several large firms are in serious financial trouble. The 
Government follows a policy of maintaining the welfare of Saudi citizens by 
continuing to subsidize public utilities and food and by providing a broad 
range of services such as medical care, but has sharply reduced its spending 
on investment and projects. Bank financing has become more difficult to 
obtain because of uncertainties about the economy and the impact of Islamic 
court decisions excusing debtors from interest on bank loans. 


Because of the glut in the world oil market and Saudi policy to act as OPEC's 
Swing producer, Saudi oil production throughout the first half of 1985 
continued to fall to average only two million barrels a day during July and 
August. If production had continued at such low levels, the budget deficit 
for the fiscal year would have exceeded $25 billion and the Government would 
have been forced to undertake severe austerity measures. To avoid this, the 
government abandoned last September its policy of acting as OPEC's swing 
producer and began to sell oil on a netback basis, i.e., at a price determined 
by the spot prices of refined petroleum products. The switch to netback 
pricing succeeded in raising average production to three million barrels a day 
for calendar year 1985 and about 3.3 million barrels for the Saudi fiscal 
year. As of May 1986, production is about 4.35 million barrels a day. 


Largely because of uncertainties about the price of oil, the King deferred the 
announcement of a central government budget at the beginning of the fiscal 
year (March 11, 1986). The Government is attempting to cut costs once again 
in order not to draw down its official foreign assets. The economy is 
therefore likely to contract further in 1986. 


Despite the recession, Saudi Arabia's long-term economic prospects are 
promising. The lower price of oil should encourage increased consumption in 
the OECD countries. Saudi infrastructure is largely in place, and its native 
population of six to seven million is small. Investment opportunities for 
well-capitalized and experienced firms exist in a number of areas, 
particularly in services, defense-related areas, and industrial fields in 
which the Government is encouraging import substitution (high-tech 
electronics, medical consumables, downstream/secondary petrochemicals). Sales 
opportunities exist in defense-related fields, high-tech computer and process 
control equipment, agricultural services and equipment replacement parts, 
operations and maintenance, training, and health care products and services. 











PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


1985/86 -- Continuing Recession: According to published government figures, 
GDP fell 8.6 percent between Saudi fiscal years 1983/84 and 1984/85, from $107 
billion to $96 billion. Non-oil activities fell one percent over the same 
time period. For the fiscal year just completed (1985/86), GDP has probably 
declined by more than eight percent, given the fall in government spending. 
Non-oil GDP fell less than total GDP. Construction has continued its sharp 
decline, and the trading sector is undergoing a fundamental change. The high 


rates of growth experienced in recent years in agriculture and industry have 
slowed. 


Not surprisingly, a 40 percent decline in GDP in four years has been 
accompanied by reduced activity throughout the economy. Wages have fallen. 
Private employers have generally chosen to revise wage scales (about 30 
percent lower on average for foreign workers in 1985) rather than send 
employees home. Rents in major metropolitan areas are estimated to have 
fallen about 30 percent in 1985, with further declines expected this year. 

In May 1986, the number of residential vacancies alone exceeded 100,000 units, 
60 percent of which were in Jeddah. Commercial space is also going unrented. 
Consumer prices, which fell 3.7 percent in 1985, may continue to decline in 
1986. Imports have dropped, about 28 percent from 1984 to 1985. Imports of 


capital equipment have fallen 38 percent, reflecting the drop in investment 
and the drawdown of large inventories. 


The downturn in the economy should continue to be more severe ‘in the eastern 
and western provinces than in the central region. The decline in the 
construction industry has slowed economic activity in Dammam and Jeddah, while 
government spending for its ministries in Riyadh has contributed to relatively 
higher incomes and more stable demand for housing and consumer goods. 


Declines in Government Expenditure and Revenues: Saudi Arabia's income from 
petroleum exports has been reduced by a dramatic shift in the balance of 
supply and demand for petroleum in the world. Decline in demand worldwide has 
been accompanied by rapid growth in output from non-OPEC sources of supply. 

By mid-1985, the worldwide oil glut and Saudi Arabia's commitment to the role 
of OPEC's residual or "swing" producer, had led Saudi production to drop to 
levels not seen since the 1960's, reaching as low as two million barrels a day 
in August. Saudi policymakers were then confronting a budget deficit of $25 
billion, a gap that policymakers refused to cover by cutting expenditures or 
drawing down official foreign assets, raising the possibility of unpopular 
moves such as foreign borrowing or taxes. Public opinion was also critical of 
the swing producer role since other OPEC producers were perceived to be 
exceeding their production quotas at Saudi Arabia's expense. 


In response to these pressures, Saudi Arabia abandoned its role as OPEC's 
Swing producer and began exporting its crude oil on a "net-back" basis, in 
which prices are an average of spot prices of selected refined products in 
principal markets, adjusted for refining and transportation costs. Asa 
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result, production recovered to an average three million barrels a day for the 
calendar year and 3.3 million barrels a day for the fiscal year. As of May 
1986, production is averaging between four and 4.5 million barrels a day, but 
the decline in-world petroleum prices has kept monthly Saudi petroleum 
revenues at low levels. Nonetheless, these revenues are up from the lows of 
last year due to the tripling of revenue-earning exports. 


Because of uncertainties in the petroleum market and the inability to estimate 
revenues, the Government announced a delay in its budget for fiscal year 
1986/87 (March 11, 1986-March 1, 1987). Monthly spending will be maintained 
at 1/12 of the annual rate of expenditure at the end of the previous fiscal 
year, but early indications are that government expenditures have been cut 
below that level for projects and operations and maintenance. 


For Saudi fiscal year 1985/86, the Embassy estimates that government 
expenditures were in the range of $45-$50 billion, at least ten percent below 
original appropriations. Revenues are estimated to have been about $35 
billion, substantially below the projected $55 billion announced at the 
beginning of the fiscal year, but better than they would have been had the 
change in oil policy not been made. Investment income fell, partially in 
response to the fall in international interest rates. Petroleum and NGL 
revenues for the year probably not did exceed $22 billion, and current 
revenues were supplemented with major transfers from past years' retained 
earnings of government corporations, a rapidly depleting resource. The 
Government, however, increased its revenues from fees and tariffs. The 
Embassy estimates that official foreign assets have been drawn down by as much 
as $50 billion in the past three years to finance the government deficit and 
satisfy private demand for dollars. However, an offsetting gain has been made 
in the dollar value of foreign assets in the past year because a significant 
percentage are denominated in appreciating non-dollar currencies. 


Government spending on projects and transfers to the specialized credit 
institutions, the major source of long-term financing in Saudi Arabia, has 
continued to fall. Net disbursements of the specialized credit institutions 
fell 36 percent in 1984/85 and continued to fall at an increasing rate in 
1985/86. Spending on new projects has come to a virtual halt and ongoing 
projects are being extended. Payments from the Grain Silos and Flour Mills 
Organization for wheat have also been stretched out, resulting in cash flow 
problems for farmers and suppliers of agricultural inputs and implements. 
Allowances and travel for some government officials are once again being 
reduced. The Government maintained base salaries in the civil service, which 
employs 25 percent of the Saudi labor force. In October 1984, the Government 
increased electricity rates but rolled them back in December 1985 in response 
to public complaints about high electricity bills. A similar decision 
reversed increases in water rates in 1985. 


Impact of the Recession on the Private Sector 


Contracting and Construction: This industry declined 9.2 percent from 1983/84 
to 1984/85, continuing its sharp contraction of recent years. The completion 





of large-scale infrastructure and the economic adjustment have largely 
accounted for reduced construction activity. The industry has also been hard 
hit by the proliferation of contract disputes and delays in payment from the 
Government. (The Government has announced that delays in payment are 
justified by disputed performance. ) Contractors report the final payment for 
a project is increasingly difficult to obtain. They also report that advance 
payment and performance bonds, especially those whose beneficiaries are 
private individuals rather than government agencies, are being called with 
increasing frequency. Industry sources report enormous variations in payment 
practices among government agencies, with some ministries paying almost always 
on time while others postpone payment. Disputes between contractors and 
private clients or government agencies are subject to costly delays in the 
commercial courts or at the Grievance Board. 


The shake-out in the construction industry has also brought to light the poor 
management and lack of capitalization of many firms. The government's 
insistence on the lowest bid has reportedly encouraged many contractors to bid 
at a loss to maintain cash flow. Many foreign workers are reportedly not 
being paid on time. The slowdown in the construction industry has affected 
the building supply industries, most particularly the cement industry. In 
1986, local cement capacity is likely to exceed domestic demand, and local 
producers are demanding protection. Two major importers of cement are in 
financial difficulty. In response, export markets, primarily within the GCC, 
are being sought for surpluses. 


Trading: The recession has more recently affected wholesaling and retailing, 
the healthiest of the non-oil sectors. The trading sector declined by about 
one percent in 1984/85, after a.period of robust growth of nine and eleven 
percent the previous two years. Firms are beginning to experience declining 
sales and revenues, usually in the 10-20 percent range, and some are beginning 
to lose money. Conditions in the retailing/wholesaling sector may be worse in 
1986 than in 1985. Competition is fierce, particularly in areas such as 
household appliances and clothing for which the market is saturated and for 
which expatriates constitute a large part of the market. Retail 
establishments have suffered from the departure of high-income expatriates, 
who are usually accompanied by their families and therefore spend more of 
their income locally. While most businesses belonging to established trading 
families are healthy, if smaller, many smaller firms (a number of them 
newcomers) are in financial difficulties in which only the forebearance of 
creditors prevents formal liquidations. Bloated inventories, which had 
aggravated the problems of the trading sector, are beginning to decline. 


These developments will strengthen those traders who sell for cash rather than 
credit. 


Agriculture: There is weakness in agriculture, which is heavily subsidized. 
Small inefficient agricultural producers have been hard hit by the reduction 
in subsidies and loans from the Saudi Arabian Agricultural Bank and by the 
reduction in the price paid for wheat in November 1984. Small modern-sector 
farmers, in particular, are having difficulty paying their debts. 
Anticipation of the price reduction encouraged many producers to rush into 





production marginal land, which has proved unprofitable at lower prices. Even 
financially successful farms may face water problems, which will reduce their 
profitability while providing opportunities for technological development in 
the longer term. Suppliers of farm inputs and implements, caught with heavy 
inventories at the time of the 1984 subsidy cut, have been especially affected 
by the downturn in the fortunes of their customers. 


Industry: While industrialization has continued to be one of the Government's 
highest priorities, the recession, the payments problem and the lack of 
financing have reduced Saudi and foreign investor interest in industry. The 
issuance of industrial licenses, one of the few statistical indicators 
available, shows that both the number of licenses and the capital licensed 
have fallen. From September 1985 to March 1986, the Ministry of Industry 
issued 106 industrial licenses for a total licensed capital of SR 1.6 billion 
($438 million). The amount of licensed capital was 48 percent less than for 
the same period the previous year, when 139 licenses were issued. Interest in 
foreign joint ventures has also declined. Lending from the Saudi Industrial 
Development Fund (SIDF), the main source of funds for industry, has fallen 
from SR 1.6 billion ($440 million) in 1982/83 to SR 1.2 billion ($330 million) 
in 1983/84 to SR 900 million ($247 million) in 1984/85. 


While SIDF has reduced its lending to the industrial sector, two promising new 
groups have been founded to support new industrial ventures, and particularly 
to provide venture capital. In addition, the National Industrialization 
Company is funding a major secondary industry at Jubail and investigating 
other investment opportunities. 


1985 was the first year that many of the Saudi Basic Industries Corporation's 
(SABIC's) petrochemical joint ventures were in full operation. Results have 
been mixed. SABIC has been able to market its product successfully, at times 
obtaining better prices than the joint venture partners, but the world 
oversupply of petrochemical products has led to lower prices than originally 
anticipated. Cash flow is sufficient to maintain operations, but there are 
uncertainties regarding the short-to-medium term profitability of some of the 
petrochemical ventures. 


Banks: In 1985, earnings of local banks dropped sharply. All banks which had 
reported by May 1 showed declining profits. Two local banks posted losses for 
the year, and two others reported declines in earnings of over 80 percent. 
Banks' provisions for doubtful loans have increased. While total assets 


increased at all banks except one, loans outstanding fell at all but two 
banks. 


Banks have been seriously affected by the recession, by the increasing 
tendency of bank customers to refuse to repay interest owed on bank loans, and 
by the lack of mechanisms for settling disputes with their customers. Cases 
in which borrowers have asked the Islamic courts to support their refusal to 
pay interest on outstanding bank loans are numerous. There have been a few 
cases of capricious calls of performance and advance payment bonds by 
government agencies and a larger number of capricious calls of bonds by 
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private parties. As a result of uncertainties in lending locally, banks have 
almost half of their total assets invested offshore. 


Over the past year, the Government and the banks have been discussing these 
issues. For instance, the Government ordered its agencies in January 1986 not 
to confiscate any bonds before the case is studied by a specialized group 
within the agency. The Government attempted to transfer mediation of certain 
bank-client disputes to a legal committee within the Ministry of Commerce, but 
Islamic jurists objected to the measure. It remains to be seen whether these 
steps will in fact be implemented and whether they will have any further 
effect on the willingness of banks to lend. The cutbacks in long-term lending 
from the specialized credit agencies and the limited availability of 
commercial bank financing will continue to limit industrial and agricultural 
development. 
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Outlook for 1986: For the remainder of 1986, the Embassy believes the 
Government will attempt to hold spending to about SR 165 billion ($45 
billion). We estimate that total government revenues are unlikely to be more 
than $30 billion, given an average transaction price for Saudi petroleum of 
$15 per barrel. The Embassy believes, based on current trends, that Saudi 
Arabia is likely to have a deficit of more than $10 billion in FY 1986/87, 
largely financed by a drawdown of official foreign assets. 


Predictions about the likelihood of economic recovery are mixed. With 
increased cuts in government domestic spending next year, there is likely to 
be continuing contraction of the economy. Government spending overseas, 
particularly on defense goods and services, continues at high, levels. Some 
businessmen, however, suggest that the business environment is improving 
because competitors have already been driven out of business, and local firms 
are improving cost and management controls. They believe the rate of 
bankruptcy is unlikely to accelerate in 1986. Given the uncertainties of the | 
business environment, the Embassy believes that only highly capitalized and 
experienced firms, who study the market well, should consider investments in ir 
Saudi Arabia at present. Exporters who have secure payments will find a 
strong market, which has even improved for U.S.-sourced goods because of more | 
favorable dollar exchange rates. 
| 
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PART B - IMPLICATIONS FOR THE UNITED STATES 


Overview: As the Saudi economy adjusts to reduced government revenues and 
spending, price has become important in an increasingly competitive market. f 
Saudi firms, and their U.S. and foreign suppliers and partners, must be 
careful in pricing bids to win contracts, and in negotiating and following up | 
administration of contracts to receive payment. Firms offering new and 
superior, but competitively-priced products, and maintaining good management | 
both at home and with their Saudi agents or partners, will succeed. 

Successful marketing in Saudi Arabia calls for well-selected distributors and | ; 
maintaining with them spare parts inventory and good after-sales service. The 
watchword in the business community, in short, is profitability rather than 
gross sales. 


; 
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U.S. exporters and investors will find profitable opportunities even though 
the economy continues to contract, because leaner economic times have created 
tighter, more efficient Saudi business organizations. The more favorable 
t! dollar exchange rate has visibly improved U.S. export performance to Saudi 
Arabia, our 13th largest market. In 1985, the United States market share 
increased two points to 18 percent, although U.S. exports declined one-fifth 
tl to $4.5 billion. U.S. businessmen should expect, as routine, difficulties in 
obtaining business visas, in obtaining timely payments for contracts, and in 
confronting unclear regulations. (Some experienced U.S. companies have found 
unclear regulations an opportunity rather than a deterrent.) As in most 
commercial situations, businessmen should require payments on a secured 
basis. In business disputes, foreigners can be prohibited from leaving the 
country by the Saudi sponsor until settlement is achieved. Saudi product 


standards and documentary requirements affect an ever-widening range of 
products. 


| Successful investment in Saudi Arabia, particularly through joint venture 
limited liability partnerships, requires that foreign firms closely monitor 
both the prevailing regulatory climate and government procurement practices. 
The Saudi government continues to encourage technology transfer through joint 
venture investment with Saudi partners, and offers financial and other 
incentives. "Buy Saudi" and training grant incentives to joint venture 
projects should be precisely agreed upon prior to start-up if actual benefits 
are to be realized. "Buy Saudi" preferences have to be closely monitored once 
in operation. At the same time, pressures by the Saudi private sector for 
set-asides and other preferences have caused some foreign firms to review the 
structure of their relationships in Saudi Arabia, resulting in some deciding 
to alter their relationship to technical and management support to what 
becomes a wholly-owned Saudi firm. For others, joint venture equity 
investments remain attractive. 
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| Developments in 1985/86 which underscore the changing scene include: 
e | 


-- Introduction of advertising on Saudi television, which provided a new 
method of reaching consumers and generating larger sales; 





|-- Diversification into "product" rather than "project" marketing strategies, 
in response to changing business opportunities; 


-- Promotions at trade fairs and among trade missions reflected an effort to 


find a market niche as investors and importers looked for new products and 
i. eoneeere 


' | --Sourcing of imports and of labor and management from less expensive 

. prmge e reflected the cost consciousness of suppliers and Saudi firms. The 

q| cost of doing business in Saudi Arabia has fallen as prices have dropped. 

1¢| This element can bode well for the relative maintenance of margins among 

The transnational firms doing business here whose products/services are priced 
competitively on a worldwide basis. 
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-- Acceleration of Saudi Government regulatory activities, both to create a 
more disciplined relationship between suppliers and buyers and to assure a 
greater share of the shrinking market for Saudi firms and citizens. 


BEST PROSPECTS FOR U.S. PRODUCT AND SERVICE EXPORTS 


Health Care: The market for health care supplies and services remains the 
most attractive, expanding at a rate of ten percent a year. Hospital 
construction continues to be planned, and primary health care facilities are 
increasing. Prospects for U.S.-produced specialty equipment, devices, 
pharmaceuticals, diagnostic reagents, and laboratory and surgical instruments 
are promising. (There are several medical consumable/disposable industrial 
projects under review.) U.S. services suppliers, particularly in hospital 
management, administration, health care planning and consultancy and training, 
are finding opportunities because of their recognized high quality, provided 
they remain price competitive. 


Operations and Maintenance: Although the decline in oil revenues and tougher 
bidding procedures will affect this sector in the next few years, technical 
O&M opportunities will remain attractive to U.S. firms. The Government has 
spent $250 billion on infrastructure over the past ten years and be devoting a 
significant share of its budget to O&M projects. While small cleaning and 
maintenance jobs are typically reserved for Saudi firms, specialized high-tech 
opportunities, where U.S. firms traditionally excel, are available. These 
include operations and "turnaround" management in agricultural, computer and 
telecommunications projects, areas where U.S. know-how is recognized as 
particularly high. Temporary plant shutdown maintenance is becoming a 
Significant specialty field in petroleum-related industries. 


Computers, Data Communication, and Security Equipment: Saudi Arabia continues 
to offer good potential for U.S. suppliers of computer hardware, software and 
electronic data processing training. Government users seek modern information 
systems for education and research, civil administration and management of 
public sector entities in transportation, telecommunications, electricity, 
water and health care. Other customers include ARAMCO, which uses 


"super-computers" for oil field exploration, mapping and reservoir management; | 


banking and financial institutions; and the many contractors, retailers, 
wholesalers, and manufacturers who need minicomputers, microcomputers and 
software to boost productivity through automation and maintain output while 
trimming labor cost. Saudi Arabia's excellent telecommunications network has 
bolstered demand for data communications equipment, especially modems, 
controller and terminal networks. Increasingly significant markets exist for 
industrial security equipment, such as computerized access control devices, 
computer literacy, data base and word processing, office and secretarial 
skills, electrical maintenance, industrial equipment and process operations, 
management and accounting, and specialty technical fields ranging from 
fire-fighting to aircraft maintenance. Enhancement of scientific and 
technical programs in schools, universities and other institutions, 
particularly training, offers additional: opportunities. 
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Agriculture: Despite the weaknesses in the agricultural sector and the 
cutbacks in government subsidies and price supports, agro-industrial projects 
involving food packaging and processing, marketing, water conservation (such 
as drip irrigation), greenhouse growing of horticultural products, 
fish-farming and farm-management have potential. These plus selective product 
technologies in replacement and spare parts for farm equipment, chemical-based 
fertilizers, pesticides and soil conditioners will find ready markets. 
Diversification of crops, and more recently, the creation of a National Seed 
Company and National Food Processing Company, underscore the progression of 


Saudi agriculture from simple production to a more sophisticated, vertically 
integrated sector. 


Other Sectors: U.S. suppliers of defense-related products and services should 
continue to find opportunities in Saudi Arabia's security program. Process 
and control machinery and technology for secondary and downstream 
petrochemicals and equipment for non-oil mineral resources extraction also 
offer U.S. firms opportunities where they traditionally have a healthy 


competitive advantage. Technical training of Saudis remains a key business 
opportunity. 


U.S. GOVERNMENT TRADE PROMOTION 


Through mid-1987, the Embassy will sponsor U.S. participation in seven local 
exhibitions ("Saudi Medicare," "Arab Factory," "Saudi Agriculture," "Saudi 
Elenex,"' "Saudi Food," "Saudi Computer," and "Saudi Safety/Security") and 
three specialized trade missions on operations and maintenance, franchising, 
and apparel and textiles. The Sheboygan, Wisconsin Chamber of Commerce, the 
American/Saudi Roundtable, and the State of Michigan will also send trade 
delegations to Saudi Arabia. Firms in the U.S. interested in participating in 


these programs should contact their nearest U.S. Department of Commerce 
District Office for information. 
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